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EXECUTIVE SUMMARY

The Benchmark Cost Model, with some refinements, is a useful tool for
setting the Universal Service support, and should be used for all carriers regardless
of size. In addition, LEC claims of the need for rate re-balancing and support for
past under-depreciation are overstated Funding for universal service support
should be based on interstate revenues net of payments to others who pay into the
fund, not from only end user revenues. as some LECs advocate. Because it is
owned and controlled by the incumbent LECs and has not been an effective
administrator of its current responsibilities. NECA should not be the administrator
of the universal service support system the Joint Board and Commission adopt in
this proceeding. The Joint Board and Commission should adopt MCI's proposals

for handling the universal service support
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A properly designed universal service mechanism can contribute to the
development of competition for exchange service, ensure that current high levels
of subscribership are preserved and enhanced, and maintain high quality,
affordable telephone service for all Americans. lt is the competitive market which
will be the best guarantor of affordable rates and high-quality service.
. MCI'S PROPOSAL

In its comments, MCl stated that re-engineering a universal service support
system for a competitive environment requires that the Joint Board and Commission
"de-link" universal service from existing local exchange carrier (LEC) revenue
requirements. The design of a new universal service mechanism must include the
following steps:

0 define universal service -- the provision of single-line residential
access to the first point of switching in a local exchange network,
unlimited usage within an exchange area, touch-tone service, white
pages listings, and access to 911 and E911 service, operator

services, directory assistance, and telecommunications relay service,
at a rate no higher than the current nationwide average rate for basic



telephony, about $20;"

o} calculate the subsidy -- the difference between the total service long
run incremental cost (TSLRIC) of basic universal service, determined
separately for different geographic cost zones reflecting distinctive
cost characteristics, and the revenues generated by rates set at the
current nationwide average:?

o provide a "block grant" of the subsidy amount to the states and
require the states to determine the distribution among eligible

carriers; the Commission must then remove all subsidies that are built
into interstate access rates:>

o] mandate a “carrier of last resort” auction for any area that is or
becomes unserved, allowing auction participants to determine at what
subsidy level they would provide service.

Under MClI's proposal, the current system of support flows would be entirely

replaced by explicit and targeted subsidy systems at the state and interstate level.

Concurrent with identifying the universal service support necessary under this

! MCI believes that the current nationwide average local service rate
represents the most defensible definition of an “affordable” rate for the
purposes of this proceeding.

2 MCI has in the past advocated either the use of geographic cost zones or
the use of census tracts to separate areas requiring high cost assistance
from those that need no assistance. In either case, the concept of identifying
high cost areas to target support flows is the same.

3 Alternatively, if the Joint Board and Commission decide that a unified
approach to universal service is not practical, MCI proposed that the
portion of the subsidy that should be collected from interstate services
would be based on the current 25 percent gross allocator, with the
remainder apportioned among the states based on the proxy cost model.
The interstate portion would then be collected and distributed in a
competitively-neutral manner. Collection and distribution of the
intrastate portion of the subsidy would be determined by the state
commissions, consistent with the 1996 Act, and the principles and rules
established by the Joint Board and Commission.

2



method, existing support flows would be removed from LEC rates. In the interstate
jurisdiction, this would require reduction or elimination of the Carrier Common Line
(CCL) charge, the current Universal Service Fund (High Cost Fund) charge, Long
Term Support, triple-DEM weighting, the Subscriber Line Charge (SLC), and the
Local Switching charge.

MCI proposed that the universal service subsidy be based on the difference
between economic cost and the nation-wide average rate. A forward-looking model
of the economic cost of the network such as the Benchmark Cost Model (BCM)
could be used to determine the universal service support level. The BCM is an
engineering cost model that computes the cost by Census Block Group (CBG) of
serving every area in the country except Alaska, based on data on terrain and soil
conditions and number of households * Because the BCM is based on the cost of
building the network today, it more closely reflects the economic cost of the
network.

Some parties criticized the BCM in particular or the use of proxy cost models
in general. Others argued that proxy cost models should not be used to set support
levels for small telephone companies. Some LECs claimed that depreciation levels
have been too low in the past, leaving them with under-depreciated piant that they
must be allowed to recover. Others argued that rate re-balancing is necessary as

competition develops. The LECs also advocated collecting universal service

4 The data necessary to run the model have to date been unavailable for
Alaska.



support only from services to end users. Finally, several parties nominated the
National Exchange Carrier Association for administrator of the universal service
support system. MCI responds to these issues below.

i THE STUDIES OF THE BCM IN THE COMMENTS DO NOT IMPEACH ITS
VALIDITY

Several commenters supported the use of a forward-looking proxy cost
model such as the BCM.®> MCI also supports the use of the BCM as a forward-
looking proxy cost model to set the size of the universal service support. To ensure
that the results of the BCM are based on forward-looking costs, the Commission
must use the Hatfield/MC] factors to determine costs. These factors are based on
the costs that a company will face to provide local exchange service, rather than on
the relationship of past costs to investment

Other parties opposed use of the BCM. For example, Southwestern Bell
performed four analyses of the results of the BCM. In the first, Southwestern Bell
compared the average loop investment per loop from the Universal Service Fund
(USF) data filed by the National Exchange Carrier Association (NECA) to the BCM
average loop investment per household by company ® This analysis found that

investment from the BCM differed from the investment reported in the USF data,

> See, e.qg., Public Utilities Commission of Ohio at 5; Florida Public Service
Commission at 10-11; National Association of State Utility Consumer
Advocates at 19-21.

6 BCM results are reported by CBG. Southwestern Bell aggregated the CBG
results to the company level based on the company identifier reported in the
BCM results



with some companies and states showing greater investment under the BCM and
some showing less. The second analysis compared the USF average cost per loop
to the BCM average cost per loop, and found the same result. The third analysis
compared the Universal Service support payment under the BCM and the current
USF pian. Finally, Southwestern Bell compared data by wire center for its
operations in Texas with the BCM results, and found substantial differences

It is not surprising that Southwestern Bell found differences in the loop
investment per household. The BCM uses forward-looking technology and current
prices of equipment, while the USF loop investments are based on companies'
embedded costs. Since costs have been falling, it is not surprising when areas
have greater investment under the embedded cost methodology. That some areas
actually have less investment per loop under the USF would be surprising, except
that Southwestern Bell appears to have used net plant rather than gross plant in its
comparison.” The BCM results report gross plant; had Southwestern Bell compared
the gross plant numbers from the USF data, it would have found few if any areas
with greater investment under BCM. In addition, the states in which the BCM
appears to overstate the USF investment is primarily the less densely-populated
states. The Joint Sponsors are revising the BCM to more accurately reflect the fact
that even in rural areas, households tend to cluster rather than being uniformly
distributed. This should reduce the loop investment estimated by the BCM for those

areas.

7 Net Plant is gross plant less accumulated depreciation.

5



The results of Southwestern Bell's cost-per-loop analysis are basically the
same as for its analysis of investment. This is to be expected, since the BCM
derived costs by applying a factor to the estimated investment. The same
explanation for the results of Southwestern Bell's analysis of investment therefore
applies to its analysis of costs -- that Southwestern Bell has compared embedded
cost to prospective cost, and that refinements to the BCM will more accurately
reflect the necessary investment in rural areas.

It is also to be expected, as Southwestern Bell's third analysis shows, that
the distribution among companies of support under BCM and under the current USF
are different. The two methods represent different concepts of universal service
support and are computed on completely different bases. The current USF assigns
an additional amount of costs to the interstate jurisdiction based on the amount by
which a LEC's reported embedded costs for its entire study area exceed the nation-
wide average loop cost. The BCM reports the support as the difference between
the LEC's forward-looking cost by CBG and a politically acceptable rate. It is not
at all surprising that these two methods give different results, or that some large
LECs get more support under the BCM methodology.

Southwestern Bell's final analysis imparts no information at all, because it is
based on Southwestern Bell's own wire center data. The BCM investment will differ
from booked cost simply because the BCM computes forward-looking investment.
In addition, MC! understands that Southwestern Bell's wire center data is derived

from Southwestern Bell's study area data through the use of factors rather than



being based on the true booked wire center cost. When the embedded investment
to which the BCM results are compared is itself of questionable validity, any
comparison is meaningless. This analysis should be completely disregarded.

The National Cable Television Association (NCTA) filed a study of the BCM
produced by Economics and Technology, Inc. (ETI study), as part of its comments.®
While agreeing that the BCM can be " a valuable tool for achieving the universal
service and local competition policy goals and mandates" of the 1996 Act, the ETI
Study suggest several modifications that should be made before the BCM is used
for this purpose.® The key variables that need adjusting according to the ETI Study
are (1) the switch costs need to be updated and adjusted to reflect discounts that
the LECs routinely receive; (2) support should be computed on a wire center rather
than CBG basis to capture the available economies of scale and scope; (3) fill
factors should be adjusted to reflect the fact that the subsidized service, singie line
residential local exchange service, does not require the excess capacity embedded
in the LECs' networks; (4) the method for determining when to deploy fiber rather
than copper is flawed, overstating costs; (5) the costs of digital subscriber loop do
not reflect manufacturer discounts; and (6) the cost factor applied to the investment
estimated by the BCM needs to reflect the forward-looking cost of providing
residential local exchange service.

The Joint Sponsors of the BCM are currently working on modifications to the

8 See NCTA at Attachment A
® ETI Study at iv.



BCM based on comments previously received on the model. Several of the items
the ETI Study raises are being modified in the revised BCM. For example, the Joint
Sponsors are revising the switching module of the BCM to allow different switch
architecture and sizes to be modeled, and the break points determining when
copper and fiber plant will be deployed will be made a user input. Other items are
available for modification as user inputs, such as if a user of the model has
information on vendor discounts. Finally, the cost factor applied in the BCM which
uses the Hatfield/MCl approach already reflects the forward-looking costs of
providing residential local exchange service '

The only modification that the ET| study advocates that the BCM will not
accommodate is computing support at the wire center level. The BCM computes
cost by CBG, partly because that is the geographic area for which data are
available. The support needed for the wire center can be derived by summing up
the data for the CBGs which make up that wire center.
fl. THE JOINT BOARD AND COMMISSION SHOULD NOT ADOPT

DIFFERENT MECHANISMS FOR DETERMINING SUPPORT FOR

DIFFERENT SIZES OF COMPANY

Several of the smaller LECs ask that, even if the Commission and Joint

Board adopt a proxy-cost methodology for setting the universal service support

10 The Hatfield/ MC| cost factor excludes cost categories not related to
universal service, uses incremental cost data for billing and collection, and
calculates depreciation rates and rate of return directly. This cost factor is
then applied to the forward-looking investment to estimate the forward-
looking monthly cost of the services for which universal service support is
provided.



method, the support for small companies continue to be based on their reported
costs."" They argue that a proxy-cost methodology will inevitably miss some special
feature of the small LECs' territory and that this will result in the small LEC not
receiving sufficient support. In addition. the small LECs have made substantial
investment based on the promise of the current universal service support, and must
be reimbursed for that investment.

The Commission and Joint Board should not adopt a bifurcated methodology
for determining universal service support First, there is no basis in the statute for
different treatment of rural and urban areas. Indeed, since the statute specifically
seeks to ensure availability of the same access to services in the rural areas as in
urban areas, it would seem to support the use of one unified mechanism for
determining universal service support.

Second, a properly-specified proxy model will capture the relevant aspects
of even small LEC territories. The BCM currently includes data on terrain and
population by CBG throughout the country In addition modifications underway by
the Joint Sponsors should further refine the model's treatment of small LEC and
rural areas. Thus, the BCM will adequately capture the cost characteristics of small
LEC service areas.

Any bifurcated treatment of rural and urban or large and small carriers will
simply encourage the transfer of exchanges to the LEC that will receive the

maximum support rather than to the LEC that can serve the area at lowest cost.

See, e.g., National Exchange Carrier Association at 11; JSI at 9-10.
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This will result in a higher than necessary subsidy payment, and a higher than
necessary overall cost of service.

The BCM's examination of cost characteristics at the CBG level of
disaggregation will allow a reasonably accurate estimation of the cost of serving
rural areas. If a company can show that the proxy cost model used to set universal
service support misstates its cost, it can always seek a waiver. In addition, MCl's
proposal that the state commissions be given a role in determining the distribution
of support among the companies within their states would, if adopted, allow the
small companies another mechanism for arguing that they should receive more
support.

IV. DEPRECIATION HAS NOT BEEN UNDERSTATED

Several parties claim that the investments which the LECs made in past
years to meet their universal service obligations are legitimate costs which they are
entitled to recover, and that regulators have not allowed the LECs to depreciate
their investment at rates anywhere near the pace at which technology has
changed. Together these facts imply, these parties argue, that an appropriate
combination of rate rebalancing and explicit support mechanisms must be part of
the appropriate solution to the preservation of universal service as the market

conditions in the local exchange market are radically transformed by the 1996 Act.

12 See, e.g., Southwestern Bell at 23.
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MCI does not agree that there is a substantial under-depreciation problem.™
Regulators have been setting depreciation rates based on the plant retirements
actually adopted by the LECs for some years now. In fact, most of the LECs have
only recently completed an amortization of depreciation reserve deficiencies that
corrected the very problem about which the parties complain. At the same time it
adopted these amortizations, the Commission adopted the remaining life method
of setting depreciation rates, which prevents large depreciation reserve deficiencies
from re-occurring.

Even if there were an under-depreciation problem, this would not by itself
justify an explicit recovery mechanism for that under-depreciation. The LECs have
not been constrained to earn a risk-free rate of return. The interstate rate of return
is set at 11.25 percent, nearly 5 percentage points above the (risk-free) ten-year
Treasury security interest rate recently cited by the Commission.” In addition, the
price cap LECs earned nearly 14.1 percent on their interstate services for 1995.
Thus the price cap LECs have earned almost 8 percentage points above the risk-
free rate of return.

A risk-premium is justified only if the LECs do indeed face some risk of not

13 See the study by Kenneth Baseman and Harold Van Gieson filed as
Appendix A to MCl's comments filed in the Fourth Notice of Proposed
Rulemaking, Price Cap Performance Review for Local Exchange Carriers,
CC Docket No. 94-1, and incorporated herein by reference.

1 See Common Carrier Bureau Sets Pleading Schedule in Preliminary Rate
of Return Inquiry, Public Notice, AAD 96-28, DA 96-139, released Feb. 6,
1996 (ROR Represcription Proceeding).
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recovering their full investment. The LECs are not entitled to a guarantee of
completely recovering their past investments, any more than any other competitive
firmis. To insure the LECs against all risk of what turned out to be poor investment
decisions would be to weaken the very discipline that competition is supposed to
provide on prices.

The LECs themselves, in a recent proceeding before the Commission, have
stated that their current cost of capital, even after taking account of the additional
uncertainty of the 1996 Act, remains around 11.25 percent.'> This estimate was
based on a comparison of the costs of capital of firms that face competitive risk that
the LECs argued was similar to that faced by them under the 1996 Act. Thus, by
their own reckoning, the LECs' earnings are sufficient to reimburse them for the risk
they face.’® No additional funding is needed due to any alleged under-depreciation.
V. THE NEED FOR RATE REBALANCING SHOULD BE MINIMAL

In addition to their purported need for reimbursement for their alleged under-
depreciation, some LECs claim that significant rate rebalancing will be necessary
as competition develops.'” This will be necessary, they claim, because they have
been constrained to charge high rates to one group of customers or to one part of

the area they serve to ensure low rates for another. Thus, for example, high rates

15 See USTA Reply Comments in the ROR Represcription Proceeding, filed
April 15, 1996.

16 As noted supra, the price cap LECs have earned above this rate of return,
even before they faced any risk from additional competition.

v See, e.g., Southwestern Bell at 3: NYNEX at 8 U S West at ii.
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for local service for businesses allows low rates for local service for residential
customers, or high rates for cities allow lower rates for suburban and rural areas.

MCI does not believe that the need for rate rebalancing is as pervasive as
these LECs paint it. Most LEC rates are currently well in excess of LEC costs; for
example, only in the very sparsely-populated rural areas do the LECs' costs of
providing local service exceed their rates '® It will serve no legitimate purpose to
allow the LECs to raise rates in some areas when those rates already exceed their
true costs. Competition should drive those costs out of the LECs' prices; allowing
the LECs to raise rates will merely insure the LECs against the forces of
competition, to the detriment of ratepayers. Any LEC claims of the need for rate
rebalancing should be allowed only if the LEC makes a showing that the economic
cost of the service is not being covered by the current rates.

This is especially true in the case of SLCs. Several parties in this
proceeding advocate an increase in the SLC, to more closely align the recovery of
costs with the cost-causer.” While MCI agrees in principle with the notion that the
cost should be borne by the cost-causer, MCI does not agree that an increase in
the SLC is justified. As the industry moves into a competitive market, the regulators

should not be looking for ways to insulate the LECs' embedded costs from

18 See The Cost of Basic Network Elements: Theory, Modeling and Policy
Implications, Hatfield Associates, Inc. (Hatfield Study), attached to Letter
from Leonard Sawicki to William F Caton, re: CC Docket 96-45; Joint Board,
filed April 9, 1996.

19 See, e.q., AT&T at 16; Bell Atlantic at 12: GTE at 15.
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competition. This will result in both higher rates to end users and harm to
competition, since new entrants will have to pay these higher SLCs when they resell
local service. Rather than shifting cost recovery between different customers of the
LECs, the Commission should concentrate on getting all rates reduced to economic
cost, either by setting the rules so that competition can drive the rates down, or by
regulation where competition will not be effective in driving rates down.?

VI. FUNDING SHOULD BE COLLECTED BASED ON ALL INTERSTATE
REVENUES, NOT JUST END USER REVENUES

Several of the LECs propose that funding should be based on interstate
revenues from only end users.?' This would prevent double counting, they say, and
would avoid giving an incentive to bypass the service used as an input to the
service offered to the end user.

MCI agrees that the Commission needs to avoid double-counting in the
assessment of funding amounts. However, a more equitable method for avoiding
double-counting would be to adopt MCI's proposed approach, which is to assess
funding based on total revenues, net of payments to other telecommunications
providers for input services. This method would collect money from all interstate
providers, including those whose interstate service is access. The LECs' self-
serving proposal would let them avoid any responsibility for funding universal

service.

2 The Hatfield Study cited supra indicates that LEC rates are in general
currently well above their economic costs.

2 See, e.q., USTA at 24; Southwestern Bell at 18; NYNEX at 23-25.
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While any universal service support the LECs have to pay based on their
access revenues may be passed on in higher access charges to their customers,
this is not a guaranteed outcome. The amount of universal service payment that
customers of any carrier will have to pay depends on the conditions in the
marketplace. Depending on the relative elasticities of supply and demand,
customers of any particular carrier might end up paying all, some or none of that
carrier's universal service obligation. The LECs' shareholders should be placed at
the same risk of having to fund the LECs' universal service obligation as other
telecommunications carriers' shareholders are of their companies' obligations. If
the Commission were to exempt input services from a funding obligation as
suggested by the LECs, it would ensure that the retail companies' shareholders and
customers would fund universal service, rather than all telecommunications
companies' shareholders and customers as Congress intended.

In addition, commercial mobile radio service (CMRS) providers should
contribute to the interstate universal service fund.? Because implementation of the
universal service fund that will be adopted in this proceeding is made by the Joint
Board and the Commission, contributions to the universal service are a federal
decision. Therefore, the CMRS providers can and should be required to contribute
to the federal universal service fund or funds, based on their revenues net of

payments to other carriers for input services. Similarly, they should be eligible to

2 See Cellular Telecommunications Industry Association at 2; Personal
Communications Association at 4
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receive support payments in areas where they are providing the services that

receive universal service support.?

Vil. NECA SHOULD NOT BE THE ADMINISTRATOR OF THE UNIVERSAL
SERVICE SUPPORT SYSTEM ADOPTED IN THIS PROCEEDING

Several parties urge the Commission to appoint NECA as the administrator
of any universal service fund set up by this proceeding.?® MCI urges the
Commission not to use NECA for this purpose. NECA is an entity set up by the
Commission, but owned and controlled by the incumbent LECs. As such, it would
not be an impartial administrator of any fund which must be paid to any LEC. Any
outside party selected by the Commission or the states to administer the fund
should be chosen only after bids have been submitted in response to requests for
proposal, as suggested by various parties.”® This method would ensure that the
fund or funds would be administered at lowest cost.

The Commission has previously described how poorly NECA has performed

its most fundamental responsibilities.?® In the Show Cause Qrder, the Commission,

B They should not receive support for service to customers who are using
wireless service solely as a second telephone which provides them mobility
that a wireline telephone cannot. In that case, wireless service is not being
used to provide universal service

24 See, e.q., Hopper Telecommunications Company at 5, North Dakota PSC at
4; Southwestern Bell at 20.

= See, e.q., ALTS at 19; PSC of Wisconsin at 19.

* Safeguards To Improve Administration of the Interstate Access Tariff and
Revenue Distribution Processes, CC Docket No. 93-6, RM 7736, and
Consideration of NECA'’s Incentive Compensation Plan, AAD 95-34, Report
and Order and Order to Show Cause, 10 FCC Rcd 6243 (1995) (“Show
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among other things, found it necessary to scrutinize further NECA's core operations
because it believed that it was obligated to “ensure that NECA is discharging its
responsibilities under [Commission] rules.”> NECA has not shown itself to be a
trustworthy executor of its current responsibilities; it should not be entrusted with
administration of the universal service fund or funds that are so vital to the
development of competition.
Vill. CONCLUSION

As discussed infra, the Benchmark Cost Model, with some refinements, is a
useful tool for setting the Universal Service support, and should be used for all
carriers regardless of size. In addition, LEC claims of the need for rate re-balancing
and support for past under-depreciation are overstated. Funding for universal
service support should be based on interstate revenues net of payments to others

who pay into the fund, not from only end user revenues, as some LECs advocate.

27 Id. at §6.
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Because it is owned and controlled by the incumbent LECs and has not been an
effective administrator of its current responsibilities, NECA should not be the
administrator of the universal service support system the Joint Board and
Commission adopt in this proceeding. The Joint Board and Commission should

adopt MCI's proposals for handling the universal service support.

Respectfully submitted,
MC| TELECOMMUNICATIONS CORPORATION

LA Foani MZZ//‘

Chris Frentrup
Senior Regulatory Analyst
1801 Pennsylvania Avenue, NW
Washington, DC 20036
(202) 887-2731
May 7, 1996
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